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Over recent years 22 Bishopsgate (prime City of London office space) has suffered more than most from the volatility of senti ment
towards the UK commercial property market. Work originally started on the site to develop ‘The Pinnacle’ (945 feet tall) but these
plans fell victim of the last recession in 2012. New plans were then submitted last year for a simpler design which would have made
it the tallest building in the City of London. However, in the immediate aftermath of the UK’s vote to leave the EU, owner AXA announced that they were “considering their options” in relation to the development of the site.
Brexit has not really had a detrimental impact on equity markets in the short-term, in fact quite the opposite. Yet commercial property is often seen as a barometer for the health of an economy, as demonstrated in 2007 when values fell by 44% from their peak in
the space of two years. Whilst this decline was somewhat less than the 1970s decline it was on a par with the crash experienced during the 1990s. In this overview we assess the potential impact of Brexit on commercial property in the UK over the coming years.
Global equities swiftly recovered from Brexit but property fell way behind:

Does the sector still offer attractive returns for investors?
Commercial property has for years been used as a portfolio diversifier and has historically offered investors a steady income return
along with potential for capital growth. Investment in property
has been useful protection against inflation, as typically property
performs well when an economy starts to improve and this coincides with when inflation is also starting to pick-up. There have,
however, been a number of occasions over the past 40 years
when capital values have fallen dramatically, such as the Financial
Crisis and the recession in the early 1990s:
In recent years because bonds have generated lower and lower
income returns, investors have “chased” assets that generate
healthy income. We have therefore seen a contraction in property
income yields and significant capital growth as investors have
flocked to the sector.

It is expected that European corporates will put some big capital
projects on hold, pending implementation of Brexit and an assessment of the longer-term ramifications. Why would they take the
risk of investing in a market where the new rules and terms of
trade have yet to be set? You’d certainly expect a big discount to
compensate for the additional risk taken. In the immediate aftermath of the Brexit vote some investment agents felt that a third of
big commercial property deals were now ‘dead’, a third were in
intensive care and only a third would continue to completion.
In light of this uncertainty property funds were the worst performing sector in the month of June, with redemptions of £1.4bn over
the month and a further £792m in July. A number of the big open
-ended funds first imposed price penalties and then closed to redemptions to protect existing unit holders from this mass exodus.
The majority are yet to re-open. This will have quite an impact on
the market, as the open-ended funds now own about 5% of the
UK commercial property market compared with 2% in 2007.

Post Brexit - Is property still an attractive source of income?
The stability of the income from commercial property funds is
dependent upon the properties being consistently leased (no void
periods) and ensuring that the rental income from the properties
continues to rise in-line with inflation, whilst also covering the
costs of any associated debt.
The Brexit referendum has called this stability into question, as
highlighted by the latest Royal Institute of Chartered Surveyors
(RICS) survey, which suggested that during the second quarter
investment and occupier demand across the UK failed to rise for
the first time since 2012. Whilst it was London that showed the
steepest decline, the worries of a hit to business confidence
affected all regions, with projections for a fall in rents of around
3%.
Property investing – reliable income, variable capital but overall stable
‘total returns’. However, investors should watch out for the major
‘bumps’ along the way:
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Most commercial property fund managers believe that they will retain more tenants through this cycle than during the financial crisis.
This is driven in part by the affordability of rents, the cost of moving and the fact that good quality accommodation is still in high
demand/scarce supply. Indeed, the head of London markets at Cushman & Wakefield noted that office vacancy rates are lower than at
the time of the 2008 crisis and 1990s recession. It also helps that until we actually pull the trigger on Brexit, other than a risk that new
projects won’t be initiated, in the meantime not much will change.
The Monetary Policy Committee have also helped by making the cost of borrowing cheaper. Their recent move to cut the base rate by a
further quarter of a point to 0.25% ensures that the financing of any borrowing (gearing) costs should continue to be manageable.
The cost of debt is now significantly lower than the income derived from commercial property:

What is the outlook for capital appreciation?
Whilst we believe that the level and stability of income receipts from commercial property will continue to prove attractive, there is
likely to be a greater degree of volatility in capital values in the short term.
The poor performance of listed real estate in the UK this year was far worse than that of other nations:

UK property
nosedives
compared
with other
nations
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The collapse in confidence immediately after the EU referendum
led seven of the largest open-ended commercial property funds to
temporarily close to further redemptions. As a result, £18bn of
investment was locked into these funds with an expectation that
it would be at least six months before further withdrawals could
be made. Many managers that didn’t close their funds instead
chose to apply ‘market value adjustments’ (artificially reducing
prices) of up to 19%, thus giving investors the ability to withdraw
but at a much reduced value.

values over the past five years, those premiums are now greatly
reduced and make the sector better value. Direct UK trusts are
sitting on big discounts even after the recent price spike and are
still looking excellent value:
After a sustained period of trading at a premium relative to the underlying
value of their associated properties, a number of fund prices are now
much lower than their net asset value:

Unlike in 2008 when transactions ground to a halt, we have
witnessed some prime assets change hands since the referendum,
most notably both the Debenhams building (at a pre-referendum
valuation) and the Boots Store on Oxford Street, however the
latter was sold at a 15% discount to the asking price.
The July 2016 IPD series data, which tracks data from such
property transactions, showed a much more stable property
market than many expected post Brexit, perhaps as a result of the
limited number of transactions that were concluded through the
month. Whilst it showed the largest one-off monthly fall since
early 2009, the decline in capital values of 2.8% was far less
significant than the capital depreciation experienced in stockmarket listed vehicles.
Another fillip for commercial property in the UK may well be the
attractiveness of sterling denominated investments to overseas
investors. In 2015, £27.8bn of the total £67.5bn invested in UK
commercial property was due to foreign investment and the US
led the way with £11bn of that. The collapse in sterling from $1.48
to $1.32 over the past two months should therefore help make UK
property even better value.

Open Ended Funds

Finally, from a global perspective, the sector should gain more
analyst and index coverage as of the August 31 because GICS
(Global Industry Classification Standards) will elevate stockexchange listed real estate companies (including listed equity
REITs) from sitting under the Financials sector into a completely
separate Real Estate sector. This will prompt forced buying as
index-aware investment managers invest into the new
classification.

Whilst recent data suggests that redemptions have slowed, five
UK open-ended property funds remain suspended and a number
of others still retain a Market Value Adjuster (exit penalty). These
exit penalties, which can be applied without prior notice, will
continue to reflect short-term investor sentiment as we work
through Brexit negotiations. It is likely therefore that the openended managers will look to continue to hold above average cash
weightings to try to restrict any further suspensions, thus
mitigating the potential for income and capital growth. Over the
longer term however the funds have proven to be a good source
of income and capital return within a diversified portfolio. When
they re-open it will be worth considering what their property
portfolio looks like and it may be an opportunity to buy into cheap
assets on much lower prices.

Where to invest in the UK property sector?

Summary

Investment Trusts

As has been shown with the delay in the development of 22
Bishopsgate, there is likely to be a significant reduction in large
commercial deal flow as a result of the uncertainty created by
Brexit negotiations.

Investment funds that are traded on the stock-market are
sensitive to momentum led irrational buying and selling and
property investment trusts are not immune to this phenomenon.
Since Brexit we have seen large discounts (share prices lower than
net asset values) widen even further on a number of UK
commercial property trusts to levels not seen since 2011. Whilst
there are risks of further downgrades to net asset values, forced
selling of these trusts by twitchy investors now creates
opportunities to selectively invest into funds where the value of
the underlying assets are greater than the price of their respective
shares.
The graph below shows the average discount of both the direct
specialist trusts (typically student and healthcare property) and
direct UK investment trusts (generalist property vehicles) over the
past five years. This shows that whilst direct specialist funds
have, in the main, traded on premiums to their underlying asset

It is generally believed that capital values will continue to come
under pressure through the second half of this year and into 2017
however 20% of those surveyed in a recent Investment Property
Forum (IPF) survey were of the view that capital growth would
resume in the UK in 2018/19.
Investors have panic sold property investment vehicles to levels
that are unjustifiably low in our opinion and we feel that there are
still opportunities to pick up deeply discounted assets in this
current market. Provided that yields remain resilient versus cash
and fixed income, UK commercial property seems a viable option
in an environment of very low yields from other income
generating assets.
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